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Into The Authority for Moms, Home and Kids. 
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To Our Shareholders: 


I t is with great pride and anticipation that I report 
to you for the first time on behalf of my 250,000 
colleagues here at Kmart. While I’ve been a part of 
this 102-year-old organization for only about 300 days, 
I’m convinced we’re making history, reinvigorating 
one of America’s most recognized and trusted brands. 

While the hard work has just begun, I believe the year 
2000 will be remembered as a turning point in the history 
of our company. This is a new Kmart with a heightened 
sense of urgency and focus on a massive structural and 
cultural transformation. Building a new culture focused on 
the customer, we see evidence all around us that there is 
light at the end of the tunnel — a very distinctive Blue Light! 

Getting to Where We Want to Be 

When I arrived at Kmart last year, my first 60 days on the 
job were devoted to an honest assessment of the challenges 
and opportunities we faced. Our problems were crystal 
clear. Execution throughout our supply chain — especially 
in our stores — was unacceptable, we had minimal 
operating metrics to measure our true performance, and 
our culture fostered little cooperation or competitive 
confidence. Predictably, our stock performance reflected 
these realities and low expectations. 

On August 10, 2000 we set a timeframe, 730 days, to get 
our business fixed and positioned to fully compete in the 
marketplace. That’s an ambitious goal, but our customers, 
shareholders, associates and communities deserve no 
less. And we have a clear vision of where we want to be. 

Simply stated, we’re working to earn the position as the 
authority for Moms and their growing families across this 
nation. That’s a great place to be. And, to get there, all of 
us at today’s Kmart are guided by five interdependent and 
equal core beliefs: 


• Customers Rule 

• Teams Work 

• Diversity Enriches 

• Change Strengthens 

• Performance Drives 



We’re making history, 
reinvigorating one 
of America’s most 
recognized and 
trusted brands. 


Embracing this belief system throughout the organization, 
we are focusing our energy and resources on three 
strategic imperatives: 

Dramatically improve retail execution to achieve 
World-Class Execution throughout our business; 

Create a Customer-Centric Culture so that every behavior 
every day is linked to better satisfying and serving the 
customers who shop with us; and 

Aggressively pursue Sales and Marketing Opportunities 

to define a distinct market position differentiating Kmart 
from our competitors. 

Every action we take is driven by these imperatives (which 
are examined in more detail later in this annual report) and 
a deep respect for the historic brand equity upon which 
we’re building the new Kmart. 
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Performance and Progress 

In a year in which we initiated this massive transformation, 
total net sales were $37.0 billion, a 3.1 percent increase 
over 1999, while same-store sales increased 1.1 percent. 
Excluding the one-time strategic actions charge taken in 
the second quarter, we generated $683 million in EBIT and 
over $1.4 billion in EBITDA. Continuing net income totaled 
$219 million compared to $633 million last year. Exceeding 
Wall Street’s expectations, earnings before the one-time 
strategic actions charge were 47 cents per share. 

We also strengthened our balance sheet during the year, 
focusing on working capital productivity to decrease 
inventory levels by $689 million. 

Inventory turns increased 9.5 percent in 2000 to 3.80 from 
3.47 in 1999, while average in-store inventory decreased 
6.7 percent from last year to approximately $3.1 million 
across all geographic divisions. Our discontinued inventory 
decreased 7 percent during the year due to better store 
execution, including the elimination of almost 15,000 trailers 
that were used to hold excess merchandise in our parking 
lots — marking the beginning of an intense focus on return 
on committed capital in everything we do. 


Our free cash flow improved during the year by $256 million. 
And looking to the future, we completed a successful long¬ 
term debt financing in January 2001, issuing $400 million 
in bonds to refinance our current maturities. 

In our most recent quarter, we started to see real progress 
in customer acceptance, converting 89 percent of our 
visitors into customers and increasing our market share 
by 200 basis points since the second quarter of 2000. 

A Christmas to Remember 

One of the first promising signs of progress and cultural 
change occurred this December. Leading the industry in 
responding to the late holiday season, we decided to keep 
our doors open for 86 hours straight just prior to Christmas. 
Our store associates embraced the extended hours with 
enthusiasm and customers responded to the added 
shopping convenience. 

Demonstrating what a unified team playing to win can 
accomplish, we beat all the discount competition in 
same-store sales gains for the five-week period ended 
December 27, 2000, and dominated the business pages 
in newspapers across the nation. Even more important, we 
got the taste of winning — a powerful motivating force for 
a culture in transition. 

We’re building world- 
class organizational 
capabilities throughout 
the company. 

Kmart People — Foundation for Success 

Even the most motivated organization will not meet its 
goals or fulfill its promise without talented, committed 
people. Spending at least three days each week in the 
field and in our stores, I’ve discovered heroes at every 
level of our business. 
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At Kmart store 7347 in El Paso, Texas, Manager Jesse Piedra 
faced a challenge: a Wal-Mart store just two miles away 
expanded to a Supercenter in June 2000. Jesse and the 
Kmart team initiated our new competitive response program 
and we’ve seen a better than 15-percent increase in sales 
so far since Wal-Mart’s opening. And the customer service 
scores of Jesse’s store are running 8 percent above our 
chain-wide averages. Another team led by Stanley Gomes, 
manager of our store 4137 in Charlotte, North Carolina, 
tackled a 2000 Wal-Mart expansion across the street. They 
applied the basics of retailing with a sense of urgency to 
service the customers, and increased sales last year above 
the chain’s average, versus an expected double digit decline. 

We are building world-class organi¬ 
zational capabilities throughout the 
company. Just one example is 
Lorna Nagler, senior vice president 
and general merchandise manager, 
apparel. She came to Kmart in 
1996 from Toys “R” Us to help build 
our children’s wear business, which she helped develop 
into our most productive apparel department. Today she 
oversees all apparel, leading a restructured team that is 
clarifying and reinvigorating our apparel presentation. 

There is new energy everywhere. Of the 40 corporate officers 
in the company, 31 are new to their positions and 16 are 
new to the company in the last six months. Many of these 
talented executives have come to Kmart from the world’s 




leading corporations and organizations, including Coca-Cola, 
Wal-Mart, Warner Lambert and Target. Within our culture, 
unified as a team, they are accomplishing great things. 

Understanding that one of our competitive advantages is 
the diverse customer base we reach every day, our asso¬ 
ciates reflect and enthusiastically serve the communities 
in which we do business. Diversity enriches. And beyond 
assuring that our merchandise and service levels address 
the needs of our markets, we are committed to being active 
corporate citizens throughout the nation. Just one example 
is our “Wade in the Water: African-American Sacred Music 
Traditions 1871-2001” traveling museum, a program we 
sponsor in cooperation with the Smithsonian Institution. 

Bringing the Blue Light Back 

Day in and day out, our people focus their efforts on the 
customer and the store. That’s where most of the good 
things in our future will happen. It’s where most of the 
good things in our past happened as well. For example, 
back in 1966 in Ft. Wayne, Indiana, Kmart Merchandise 
Manager Earl Bartell noticed that customers were having 



LEADERSHIP TEAM (left to right): David Rots — Executive Vice President, Chief Administrative Officer 

Brent Willis — Executive Vice President, Chief Marketing Officer Tony D’Onofrio — Executive Vice President, Chief Supply Chain Officer 

Randy Allen — Executive Vice President, Chief Strategy and Information Officer Marty Welch — Executive Vice President, Chief Financial Officer 

Cecil Kearse — Executive Vice President, Merchandising Mark Schwartz — President and Chief Operating Officer 
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trouble locating the discontinued Christmas wrapping 
paper he had on sale. Following his best creative and 
entrepreneurial instincts, Earl attached a police light to a 
pipe, mounted it on a stockroom cart equipped with a 
12-volt car battery, arranged the paper and confidently 
wheeled his invention onto the sales floor and into history. 

Thanks to Earl, the “BlueLight Special” entered the American 
lexicon, becoming synonymous with excitement, surprise 
and great value at Kmart. Recognizing the unique equity 
inherent in this powerful retailing icon, we are bringing the 
Blue Light back into our stores in a big way this spring 
after a 10-year hiatus. We’re updating the concept with a 
BlueLight Special Zone in each store and special assortments 
of merchandise — great values on items our customers buy 
every week. The Blue Light reintroduction will be supported 
by a compelling integrated marketing campaign created by 
our new ad agency, TBWA/Chiat/Day. 

The plan, the belief 
system and the talent are 
in place to accomplish 
our goals. 

Looking Ahead with Confidence 

It is impossible to look ahead without recognizing that the 
economic outlook may prove challenging, and understanding 
that sales will certainly be affected as we reset broken 
departments in our stores, change our food distribution 
for two-thirds of our stores, and dramatically overhaul our 
advertising. To assure continued progress in 2001, we’re 
focusing on what we call our “Big Five” initiatives: 

1. Fixing the supply chain — focusing on improving the 
flow of goods so that we have the right merchandise on 
the shelves at the right time (we plan to devote $1.7 billion 
in capital to build this world-class supply infrastructure); 


2. Improving marketing effectiveness — better pricing, 
in-stock and a clearer message to the customer, while 
reducing our advertising expenditures; 

3. Making food world-class — addressing price, assort¬ 
ment and in-stock service levels, making our Kmart 
Supercenters (a key growth vehicle to create shareholder 
value) truly competitive; 

4. Reduce SG&A — with process reengineering we must 
continually lower prices and continue to build on our sales 
productivity loop; and 

5. Improving our bottom 250 stores — I will be visiting 
each and every one of these under-performers in 2001 in 
an effort to make dramatic improvements. 

Why do we believe we can meet our ambitious deadlines? 
The answer is simple: because of the incredible building 
blocks we now have in place. These strengths include: 

A new world-class leadership team with passion, energy 
and core beliefs to lead radical cultural change; 

• The store-by-store successes we are seeing every day; 

• Our 2,105 competitive locations; 

• A powerful, unmatched portfolio of world-class brands; 

• Extraordinary reach, with 85 percent of the U.S. population 
shopping at Kmart every year; and 

• The re-energized, dedicated Kmart associates across 
the country. 

While we have many challenges yet to tackle, the plan, 
the belief system and the talent are in place to accomplish 
our goals. There is an important promise in the Kmart brand 
and a unique brilliance to that vivid Blue Light. Thank you 
for choosing to be a part of our future. 



Chuck Conaway 
Chairman & CEO 
April 2001 
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We’re focusing our 
energy and resources 
on three strategic 

imperatives: 

1. Building World-Class Execution 

2. Creating A Customer-Centric Culture 

3. Capturing Sales & Marketing Opportunities 

Kmart Corporation 2000 Annual Report 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 



Strategic Imperatives 


1.Building World-Class Execution 


Our first strategic imperative focuses on improving execution 
in everything we do. This commitment begins in our stores, 
where we have implemented operating metrics to measure 
the success of every action to make sure the freshest 
merchandise is in our stores and on the shelves at the 
right time and the right price. 

For example, we 
have made dramatic 
progress in tracking 
and completing all 
price changes and 
resets in a timely 
manner and moving 
our in-stock levels to 
nearly 90 percent. To 
make sure every store 
has adequate floor 
coverage to serve our 
customers, our Information 
Technology team is introducing a program that automatically 
schedules the required workforce hours according to the 
store’s hourly transaction volume. And about 1,000 of our 
stores now have spotless back rooms that can process 
twice as much freight, reducing the time it takes to get 
merchandise from the loading dock to the shelves by 40 
percent, allowing our associates more time with customers. 


We are investing 
$1.7 billion to create a 
state-of-the-art supply 
chain infrastructure 
that will leapfrog 
the competition. 

6 Kmart Corporation 2000 Annual Report 


We have also reorganized and flattened our field organization, 
focusing on accountability, communication and execution. 
The number of stores supervised by a district manager 
has been reduced from as many as 28 to a maximum of 
nine, facilitating weekly visits to all 
stores by district managers. Our 
goal is to be “grand opening ready” 
every day through the integration 
of great people, superior processes 
and timely information. 

Play-To-Win Initiative 

To create a state-of-the-art 
supply chain infrastructure that 
will leapfrog our competition, 
we are investing $1.7 billion in 
what we call the Play-To-Win 
initiative. We’re ahead of 
schedule in completing the 93 projects in this cross¬ 
functional effort, all designed to improve the flow of goods 
from vendor to store shelf. 

For example, one technology project, known internally 
as Electronic Merchandise Operations or “ELMO,” has 
reduced soft home inventory lead times by 10 to 14 days, 
dramatically reduced the amount of inventory on-hand, 
and given us the ability to review store item replenishment 
needs hourly. 

Another example of the new technology and process 
reengineering we are employing is our “Blue Dot” program. 
When an item is missing from the shelf, a store team 
member scans his or her remote maintenance unit (RMU) 
at the product’s label on the shelf. The RMU will tell the 
store associate if that item is in the backroom or on order. 

If there is a data integrity issue, the associate can immediately 
correct the problem and order the product directly through 
the RMU. At the end of the day, the pick list is printed 
and the shelves are restocked with our new inventory. 
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Other Play-To-Win programs include such hardware upgrades 
as the latest generation of leading-edge IBM Point-of-Sale 
(POS) systems and self-checkout registers in our stores, 
and software enhancements to improve our Warehouse 
Management System in all distribution centers. 

Strategic Relationships 

To speed the transformation of our all-important supply 
chain infrastructure, we have formed strategic alliances 
with several world-class organizations. 

Fleming Companies, Inc. is now our primary provider of 
food and consumable products, allowing us to procure and 
distribute food and consumable products in the most cost- 
effective manner. And by adopting Fleming’s “BestYet” 
private label program, we will add more than 1,600 SKUs 
to our own. We anticipate savings of $250 million by the 
third year of our Fleming contract. 


This arrangement will enhance our merchandise flow, 
which in turn will translate into better customer service 
and greater profitability. And we have created a relationship 
with i2 Technologies, Inc. to co-develop an e-business 
end-to-end value-chain solution. 




We have also outsourced our Greensboro, North Carolina 
and Morrisville, Pennsylvania hardline distribution centers 
to Advance Logistics, a division of Tibbett & Britten. 


ft * 
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Strategic Imperatives 


2.Creating A Customer-Centric Culture 


The customer is our top priority at all times, and we’re 
creating a culture that delivers on that commitment. Because 
we understand that Kmart’s promise will never be fulfilled 
unless every visit to every one of our stores is a convenient, 
fun and productive experience, our organization has 
enthusiastically embraced the five core beliefs listed on 
the card below. 

Listening to Our Customers 

These tenets are much more than rhetoric. 

To make sure we’re meeting 
customer needs, 
we’ve introduced the 
most sophisticated 
customer service 
management tool 
in the retail industry, 
collecting direct 
feedback from more 
than 20 million of our 
customers annually 
through interactive voice 
response technology. Our 
Super Service Index (SSI) 
program provides store managers with daily action-oriented 
feedback, holding our entire organization accountable for 
continuous improvements. 

Working hard to improve every aspect of the customer 
experience in our stores, we’re beginning to move the SSI 

We’ve put the customer 
at the center of our 
universe, and we are 
seeing the dividends 
every day. 
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needle. When we initiated the program in October 2000, 
only 40 percent of our customers were giving the Kmart 
shopping experience “excellent” ratings. By March 2001, 
just five months later, that score had risen to 56 percent. 

In September 2000 we also opened a new 24/7 Call Center 
to immediately answer customer questions and resolve 
concerns. And in our stores we’re using remote mainte¬ 
nance units (RMUs) to allow store associates to scan a 
customer’s basket without being at 
a cash register. We are the first 
discount channel to introduce this 
“linebuster” technology to service 
our customers. 

Measurement and 
Compensation 

Consistent with our focus on 
the customer, we now measure 
our in-stock position as the 
customer sees it — on the 
shelf. In other words, if an 
item is missing from a display, it is out of stock. 
Our new system can also identify where specifically the 
supply-chain problem exists, from supplier through the 
distribution center to the stores. 

And to assure that all levels of the company understand 
and carry out our core beliefs, everyone’s compensation 
is tied — at least in part — to measures of customer 
service. Store associates achieve success by guiding 
their interaction with customers against a series of simple 
“non-negotiables” (see opposite page) designed to create 
the kind of retail environment that fosters customer 
satisfaction and loyalty. 

We’ve put the customer at the center of our universe, and 
we are seeing the dividends every day. We have seen 
strong traffic increases during the first months of 2001. 
And at a time our advertising was at its lowest spend-to- 
sales in the last five years, we have been able to convert 
89 percent of our visitors into customers. In fact, since 
the second quarter of 2000, Kmart’s market share has 
improved by 2 percent, a tangible sign of progress. 
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SUPER SERVICE PLEDGE 


I am a proud Kmart associate I knuw how important lha customer' is at 
Kmart, and that the customer is always right. 

I realise that taking care ef the customer is what will distinguish Kmart 
from its competition. My fellow associates and I share in the rewards of 
our store's success when our customers are happy. 

I understand that exceptional customer service is so important that any 
instance of inappropriate behavior toward the customer will not be toler¬ 
ated by Kmart and could result in the termination of my employment. 
[Examples of inappropriate customer service behavior include rudeness, 
profanity, arguments, or any verbal or physical altercations with a customer.] 

I can and will personally strive to ensure that every customer who 
chooses to visit our stone leaves happy with their shopping experience. 

To achieve this goal, I will: 

• Smile at my customers 

• Offer to help every customer who comes within ID feet of me. 

• Offer to take my customers directly to the merchand se they’re looking 
for. 

• Make sure my customers are satisfied, even if I have to got assistance 
from another associate, 

• Suggest other items that may help my customers complete their 
projects or that coordinate with their purchase. 

• Keep the aisles clean, clear, and in-stock. 

• Keep checkout lines down to three customers or fewer 

• Say “Thank you for shopping at Kmart. I hope yeur shopping experience 
was excellent.' 


Above all. I pledge to work as a team with my Kmart co-workers to make 



Date w 


*V-6/ 
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Strategic Imperatives 


3.Capturing Sales & 
Marketing Opportunities 



Our third strategic imperative is to aggressively pursue sales 
and marketing opportunities to truly differentiate Kmart in 
the marketplace. Simply stated, our goal is to rebuild the 
Kmart brand as The Authority for Moms, Home and Kids. 

Reinvigorating Our Powerful Brands 

We have many established pillars of differentiation on 
which to build. Our Martha Stewart, Jaclyn Smith, Kathy 
Ireland, Sesame Street and Route 66 brands are among 
the most recognized and respected in the world. But even 
the most trusted brands must develop and grow — along 
with our customers — to remain relevant and successful. 

It is the responsibility of our newly established Trends & 
Product Development Department to make sure all our 


merchandise continues to deliver value, quality, authority 
and excitement in an ever-changing marketplace. 
Committed to continuously reinvigorating the signature 
brands we offer, we recently announced an exclusive 
agreement with Disney for children’s wear, introduced our 
“Jaclyn” by Jaclyn Smith and “Kathy” by Kathy Ireland plus 
size collections, and launched Martha Stewart Kitchenware 
and pima cotton bed and bath 
items, further extending her highly 
successful line of trusted products 
for the home. In the coming months, 
we will be introducing many other 
exciting additions and extensions 
to the compelling products Moms 
can find only at Kmart. 



Our goal is to rebuild 
the Kmart brand as 
The Authority 
for Moms, 

Home and Kids. 
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To support these brands, we are reshaping our marketing 
efforts to be the most insightful, integrated, intrusive and 
interactive in the industry. And to improve the performance 
and efficiency of our marketing dollars, we have developed 
one of the industry’s largest customer relationship databases, 
yielding valuable insights on advertising effectiveness and 
customer behavior. We now can more accurately 
track and forecast the impact of specific ads 
and promotions, allowing us to turn data 
into profitable action across every point of 
customer contact. 
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We have many 
established pillars of 
differentiation on 
which to build. 
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The Blue Light Is Back 

This year we will also be reintroducing a powerful retail 
icon from our past — the BlueLight Special. Yes, the 
Blue Light is coming back in a big way, supported by 
a comprehensive marketing campaign created with our 
new advertising agency, TBWA/Chiat/Day. To generations 
of customers, “BlueLight Special” symbolizes the value 
and special rewards of shopping at Kmart. We will be 
rekindling that priceless identity with exciting, updated 
in-store execution of this time-honored promotion. 



BlueLight.com 

Ending the year 
with 6.3 million 
subscribers, 
BlueLight.com is 
second only to AOL 
among Internet Service 
providers worldwide. To 
further strengthen the site’s tie with 


our physical assets and effect interactive marketing, we 
have installed 3,300 BlueLight.com kiosks in our stores. 
Customers can use these to conveniently purchase items, 
process refunds or refill prescriptions. Future enhance¬ 
ments will include gift registries and instant credit for our 
Kmart MasterCard. 

Kmart MasterCard 

In October 2000, we 
partnered with Capital 
One to launch the new 
Kmart MasterCard. With 
more than 1.7 million 
accounts after just four 
months in existence, this new program is effectively driving 
sales. Having more than doubled our average market 
basket and added new Kmart credit card customers, we 
look for this initiative to make continued progress in driving 
new alternative sources of income while providing superior 
value for our customers. 
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Financial Highlights 


(Dollars in millions, except per share and square foot data) 




2000 


1999 


1998 


1997 


1996 

Operational Data 











Sales 

$ 37,028 

$ 35,925 

$ 33,674 

$ 32,183 

$ 31,437 

Sales per square foot 

$ 

236 

$ 

233 

$ 

222 

$ 

211 

$ 

201 

Gross margin rate 1 (2) 


20.9% 


21.8% 


21.8% 


21.8% 


22.4% 

SG&A percent of sales (2) 


19.1% 


18.2% 


18.5% 


19.1% 


19.9% 

Net income from continuing operations 0 ’ 2 * 

$ 

219 

$ 

633 

$ 

531 

$ 

330 

$ 

231 

Net income (loss) 0 ’ 2 * 

$ 

219 

$ 

403 

$ 

531 

$ 

330 

$ 

(220) 

Diluted EPS from continuing operations 02 ) 

$ 

0.47 

$ 

1.22 

$ 

1.03 

$ 

0.68 

$ 

0.48 

Diluted earnings (loss) per share 02 * 

$ 

0.47 

$ 

0.81 

$ 

1.03 

$ 

0.68 

$ 

(0.45) 

EBITDA 02 ) 

$ 

1,451 

$ 

2,031 

$ 

1,758 

$ 

1,555 

$ 

1,437 

Book value per share 

$ 

12.50 

$ 

13.10 

$ 

12.12 

$ 

11.15 

$ 

10.51 

U.S. Kmart Number of Stores 











Kmart 


2,001 


2,066 


2,059 


2,037 


2,038 

Supercenters 


104 


105 


102 


99 


96 

Total number of U.S. Kmart stores 




2,171 


2,161 


2,136 


2,134 


(1) 1998 and 1997 earnings adjusted for charges related to Voluntary Early Retirement Programs of $13 million (after-tax) and $81 million 
(after-tax), respectively. 

(2) 2000 earnings adjusted for one-time strategic actions charge of $728 million ($463 after-tax). 


Sales per Square Foot 



Inventory Turns 

(Times) 



’96 ’97 ’98 ’99 ’00 


Capital Expenditures 

(Dollars in Millions) 



Stores 



■ Discount Supercenters 
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Consolidated Selected Financial Data 

(Dollars in millions, except per share data) 



2000 

1999 

1998 

1997 

1996 

Summary of Operations (1> 

Sales 

$37,028 

$35,925 

$33,674 

$32,183 

$31,437 

Comparable sales % 1 (2) 

1.1% 

4.8% 

4.8% 

4.8% 

2.5% 

Total sales % 

3.1% 

6.6% 

4.6% 

2.4% 

(0.9% 

U.S. Kmart total sales % 

3.1% 

6.6% 

5.6% 

5.0% 

(0.2% 

Cost of sales, buying and occupancy 

29,658 

28,111 

26,319 

25,152 

24,390 

Selling, general and administrative expenses 

7,415 

6,514 

6,245 

6,136 

6,274 

Interest expense, net 

287 

280 

293 

363 

453 

Continuing income (loss) before income taxes 

(332) 

1,020 

798 

418 

330 

Net income (loss) from continuing operations (3) 

(244) 

633 

518 

249 

231 

Net income (loss) 

(244) 

403 

518 

249 

(220) 

Per Common Share 

Basic continuing income (loss) 

$ (0.48) 

$ 1.29 

$ 1.05 

$ 0.51 

$ 0.48 

Diluted continuing income (loss) (4) 

$ (0.48) 

$ 1.22 

$ 1.01 

$ 0.51 

$ 0.48 

Book value 

$ 12.50 

$ 13.10 

$ 12.12 

$ 11.15 

$ 10.51 

Financial Data 

Working capital 

$ 3,825 

$ 4,084 

$ 4,139 

$ 4,202 

$ 4,131 
14,286 

Total assets 

14,630 

15,104 

14,166 

13,558 

Long-term debt 

2,084 

1,759 

1,538 

1,725 

2,121 

Long-term capital lease obligations 

943 

1,014 

1,091 

1,179 

1,478 

Trust convertible preferred securities 

887 

986 

984 

981 

980 

Capital expenditures 

1,087 

1,277 

981 

678 

343 

Depreciation and amortization 

777 

770 

671 

660 

654 

Current ratio 

2.0 

2.0 

2.1 

2.3 

2.1 

Long-term debt to capitalization 

31.3% 

28.6% 

28.6% 

32.4% 

37.2% 

Ratio of income from continuing operations to fixed charges (S) 

— 

2.5 

2.1 

1.5 

1.4 

Basic weighted average shares outstanding (millions) 

483 

492 

492 

487 

484 

Diluted weighted average shares outstanding (millions) (4) 

483 

562 

565 

492 

486 

Number of Stores 

United States 

2,105 

2,171 

2,161 

2,136 

2,134 

International and other 

— 

— 

— 

— 

127 

Total Stores 

2,105 

2,171 

2,161 

2,136 

2,261 

U.S. Kmart store sales per comparable selling square foot 

$ 236 

$ 233 

$ 222 

$ 211 

$ 201 

U.S. Kmart selling square footage (millions) 

153 

155 

154 

151 

156 


(1) Kmart Corporation and subsidiaries (“Kmart,” “We” or “Our”) fiscal year ends on the last Wednesday in January. Fiscal 2000 consisted of 53 weeks. 

(2) Comparable store sales for 2000 are based on the 52 week period ended January 24, 2001. 

(3) Net income from continuing operations in 2000 includes non-recurring charges related to strategic initiatives of $728 ($463 net of tax). Net income 
from continuing operations in 1999 includes a one-time, non-cash earnings reduction of $11 ($7 net of tax) to reflect the cumulative effect of a change 
in accounting method for layaway sales. Net income from continuing operations in 1998 and 1997 includes non-recurring charges related to Voluntary 
Early Retirement Programs of $19 ($13 net of tax) and $114 ($81 net of tax), respectively. 

(4) Consistent with the requirements of Statement of Financial Accounting Standards No. 128, preferred securities were not included in the calculation 
of diluted earnings per share for 2000, 1997 and 1996 due to their anti-dilutive effect. 

(5) Fixed charges represent total interest charges, a portion of operating rentals representative of the interest factor, amortization of debt discount and 
expense and preferred dividends of majority owned subsidiaries. Due to Km art's loss from continuing operations for the fiscal year ended January 31, 
2001, the ratio of coverage was less than 1:1. Excluding the $728 pre-tax charge for strategic initiatives, the ratio of earnings from continuing opera¬ 
tions to fixed charges was 1.5 for the fiscal year ended January 31, 2001. 
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Management’s Discussion and Analysis 
of Results of Operations and Financial Condition 

(Dollars in millions, except per share data) 


Results of Operations 

2000 1999 1998 

Sales $37,028 $35,925 $33,674 

Operating Income (Loss) $ (45 ) $^^300 $ 1,110 

Comparable Sales % 1.1% 4.8% 4.8% 

Operating income (loss) excludes the voluntary early retirement charges 
in 1998 totaling $19, on a pre-tax basis. 

Fiscal 2000 Compared to Fiscal 1999 

Fiscal 2000 , which ended on January 31, 2001, 
included 53 weeks, while fiscal 1999 and 1998, which 
ended on January 26, 2000 and January 27, 1999, respec¬ 
tively, included 52 weeks. 

Sales and comparable store sales for 2000 increased 
3.1% and 1.1%, respectively. The increase in comparable 
store sales reflects the completion of our discount store 
conversion initiative in 2000 and evidences our progress 
on our three strategic imperatives: world-class execution, 
customer-centric culture and differentiated market posi¬ 
tion. In addition, total sales increased due to the net effect 
of store openings and closings, and to an additional week 
of sales in 2000 due to the 53 week fiscal year. 

Gross margin , as a percentage of sales, was 19.9% in 
2000 and 21.8% in 1999. The decline was partially due to 
the effect of the strategic actions charge in 2000. 
Excluding the one-time charge, gross margin, as a percent¬ 
age of sales, was 20.9% in 2000. In addition, the gross 
margin rate was negatively affected by a shift to clearance 
sales and promotional sales from regular sales, by growth 
in lower margin food and consumables sales categories, 
and to incremental expenses for the distribution of these 
grocery and consumable goods. 

Selling , general and administrative expenses 
(“SG&A”), which includes advertising, was 20.0% of 
sales in 2000 versus 18.2% in 1999. The increase was 
partially due to the effect of the strategic actions charge in 
2000. Excluding the one-time charge, SG&A, as a 
percentage of sales, was 19.1% in 2000. The increase is 
primarily attributable to normal wage increases, an invest¬ 
ment made in store labor in support of our customer-cen¬ 
tric culture, severance costs associated with initiatives to 
build a world-class team and to Kmart’s share of operating 
losses at its BlueLight.com subsidiary. 

Operating loss was $45 for 2000 compared to oper¬ 
ating income of $1,300 for 1999. The significant decline 
is due to the 2000 strategic actions charge, a lower gross 
margin rate and higher SG&A expenses. 

Net interest expense was $287 and $280 in 2000 
and 1999, respectively. The increase primarily relates to 
additional borrowings under our credit facilities and lower 
investment income. 

Effective income tax rate was (40.4%) and 33.0% in 
2000 and 1999, respectively. See Note 12 of the Notes to 
Consolidated Financial Statements. 


Fiscal 1999 Compared to Fiscal 1998 

Sales and comparable store sales for 1999 increased 
6.6% and 4.8%, respectively, improving sales per square 
foot to $233 in 1999. The increased productivity is attrib¬ 
uted to the continued successful rollout of the Big Kmart 
format into 587 additional locations during the year for a 
cumulative total of 1,860 locations or nearly 90% of the 
chain. In addition, the increased productivity was driven 
by increased promotional activity, continued execution of 
our competitive pricing strategy and expansion of our 
exclusive brands such as Thom McAnn, Route 66, Sesame 
Street and Martha Stewart Everyday home, baby and gar¬ 
den products. 

Gross margin , as a percentage of sales, was 21.8% in 
both 1999 and 1998. The impact of our competitive pric¬ 
ing strategy and growth in lower margin sales categories, 
such as consumables, was offset by improved margins 
resulting from increased import and private label goods. 

Selling , general and administrative expenses, which 
includes advertising, declined for the fifth consecutive year 
as a percentage of sales improving to 18.2% in 1999 from 
18.5% in 1998. This was the fourth consecutive year that 
SG&A as a percentage of sales was below 20%. The 0.3 
percentage point reduction compared to 1998 was the 
result of the increased leverage from additional sales volume 
and the decrease in Year 2000 compliance expenses versus 
1998, offset by the net addition of new stores. 

Operating income increased $190 in 1999 compared 
to 1998, excluding the 1998 charge for Voluntary Early 
Retirement Programs. This increase was the direct result 
of the 6.6% increase in sales over 1998 partially offset by 
the increase in SG&A expenses versus 1998. 

A Voluntary Early Retirement Program offered to 
certain hourly associates during the second quarter of 1998 
resulted in a charge of $19 based on actual acceptance. 

Net interest expense was $280 and $293 in 1999 and 
1998, respectively. The reduction in net interest expense 
was primarily due to lower outstanding debt balances in 
capitalized lease obligations, medium-term notes and 
mortgages resulting from normal pay-down activity 
partially offset by an increase in interest associated with 
revolving credit borrowings. 

Effective income tax rate was 33.0% and 28.8% in 
1999 and 1998, respectively. See Note 12 of the Notes to 
Consolidated Financial Statements. 

Discontinued operations relate to Hechinger 
Company (“Hechinger”), which had previously acquired 
substantially all of the operating assets of Builders Square, 
Inc. On June 11, 1999, Hechinger filed for Chapter 11 
bankruptcy protection. As a result, we recorded a non¬ 
cash charge of $354, $230 after tax, which reflected our 
best estimate of the impact of Hechinger’s default on lease 
obligations for up to 117 former Builders Square locations, 
which are guaranteed by Kmart. 
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Management’s Discussion and Analysis 

of Results of Operations and Financial Condition (cont.) 

(Dollars in millions, except per share data) 


Analysis of Financial Condition 

Our primary sources of working capital are cash flows 
from operations and borrowings under our credit facilities. 
We had working capital of $3,825 and $4,084 at year end 
2000 and 1999, respectively. Working capital fluctuates in 
relation to profitability, seasonal inventory levels net of 
trade accounts payable, and the level of store openings and 
closings. 

Net cash provided by operating activities was $1,039 
in 2000 versus $1,004 in 1999. Improvements in working 
capital management offset our reduced earnings. 

Net cash used for investing activities was $1,142 in 
2000 compared to $1,363 in 1999. Cash used for invest¬ 
ing in 2000 was the result of $1,087 in capital expendi¬ 
tures primarily related to information technology projects 
and new stores, as well as a $55 investment in 
BlueLight.com. Cash used for investing in 1999 was the 
result of $1,277 in capital expenditures and $86 for lease 
acquisitions. 

Net cash provided by financing activities was $160 in 
2000 compared to net cash used for financing of $7 in 
1999. Cash provided by financing during 2000 was the 
result of proceeds from the issuance of new debt of $397, 
partially offset by the repurchase of common shares and 
convertible preferred securities, and payments on long¬ 
term debt and capital lease obligations. Cash used for 
financing during 1999 was the result of repurchases of 
common stock of $200 under our stock repurchase pro¬ 
gram, payments on long-term debt and capital lease oblig¬ 
ations offset by the proceeds from the issuance of long¬ 
term debt and common shares. 

On December 4, 2000, the 364-day $600 revolving 
credit facility of our existing Revolving Credit Agreement 
(“Revolver”) was rolled over into a new 364-day $465 
revolving credit facility. The pricing and covenants under 
this facility were unchanged. 

On January 30, 2001, we sold in an underwritten 
offering $400 of 9.375% Notes due February 1, 2006 
(“Notes”). Interest is payable semiannually on February 1 
and August 1. We expect to use the net proceeds from the 
Notes for working capital and other general purposes. 

We believe that our current financing arrangements 
will be sufficient to meet our liquidity needs for operations 
and capital demands. 

New Store Activity 

We ended the year with a decrease in our number of 
stores. We ended 2000 with 2,105 U.S. Kmart stores ver¬ 
sus 2,171 in 1999. During 2000, we opened 17 stores (16 
Kmart stores and 1 Kmart Supercenter) and closed 83 
stores (77 Kmart stores and 6 Kmart Super centers). 

We expect to open 15 to 20 Kmart stores and 5 Kmart 
Supercenters during 2001. Capital expenditures relating 
to these projects will be funded through operating cash 
flows. 


Other Matters 

Implementation of Strategic Actions 

During the second quarter, we announced a series of 
strategic actions aimed at strengthening financial perfor¬ 
mance by achieving improvements in return on invested 
capital. These actions included deciding to close certain 
Kmart and Kmart Supercenter stores, accelerating certain 
inventory reductions and redefining our information tech¬ 
nology strategy. As a result of these actions, we recorded 
a pre-tax charge of $740 during the second quarter of 
2000. During the third quarter, the charge was reduced by 
$12 (pre-tax) due to revising the number of scheduled store 
closings from 72 to 69, thus reducing the reserve for the 
closed stores from $300 to $288. 

The impact of the charge for strategic actions on our 
statements of operations and effective tax rate for the fifty- 
three week period ended January 31, 2001 is summarized 
in the following table: 



2000 

As 

Reported 

Charge 

for 

Strategic 

Actions 

Excluding 
Charge for 
Strategic 
Actions 

Sales 

$37,028 

$ 

— 

$37,028 

Cost of sales, 

buying and occupancy 

29,658 


(365) 

29,293 

Gross margin 

7,370 


365 

7,735 

Selling, general and 
administrative expenses 

7,415 


(363) 

7,052 

Income (loss) before interest, 
income taxes and dividends 
on convertible preferred 
securities of subsidiary trust 

(45) 


728 

683 

Interest expense - net 

287 


— 

287 

Income taxes 

(134) 


265 

131 

Preferred dividends of 
subsidiary, net of income 
taxes 

46 



46 

Net income (loss) 

$ (244) 

£ 

463 

$ 219 

Effective income tax rate 

(40.4% 

) 

36.4% 

33.0% 

Basic and diluted earnings 
(loss) per share 

$ (0.48) 

£ 

0.95 

$ 0.47 


Investment in BlueLight.com 

In December 1999, BlueLight.com was formed as an 
independent e-commerce company, based in San Francisco, 
by a group of investors led by Kmart (59% ownership 
interest), SOFTBANK Venture Capital (18.5%), 
BlueLight.com management and employees (15%) and 
others, including Martha Stewart Living Omnimedia and 
Yahoo!. BlueLight.com provides easy-to-use Internet ser¬ 
vice to over 6 million subscribers and offers Kmart prod¬ 
ucts for direct on-line sale. During the third quarter of 
2000, we increased our investment in BlueLight.com by 
$55, increasing our ownership interest to 60%. 
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Management’s Discussion and Analysis 

of Results of Operations and Financial Condition (cont.) 

(Dollars in millions, except per share data) 


Share Repurchase Programs 

On May 18, 1999, our Board of Directors approved 
a common stock repurchase program to acquire up to 
$1 billion of Kmart’s common shares over a period of up to 
three years. During fiscal year 2000, we repurchased 
approximately 5 million shares of our common stock at a 
cost of approximately $55 pursuant to the exercise of 
previously outstanding put options. There were no 
outstanding put options remaining as of January 31, 2001. 

In February 2000, we extended our existing stock 
repurchase program to include up to $200 of trust con¬ 
vertible preferred securities. Through fiscal year 2000, we 
repurchased approximately 2 million shares of convertible 
preferred securities at a cost of approximately $84. For 
purposes of computing earnings per share, the discount on 
the repurchase, net of tax, was added to net income to 
arrive at income available to common shareholders. 

Food 8c Consumable Products Distribution Contract 

In February 2001, we reached an agreement with 
Fleming Companies, Inc. to supply substantially all of our 
food and consumable products for all current and future 
Kmart and Kmart Supercenter stores. Fleming will begin 
supplying merchandise under the new agreement in early 
2001. We do not anticipate that there will be a material 
impact on our results of operations in 2001. 

Lease Guarantees 

We have guaranteed leases for properties operated by 
certain former subsidiaries including Borders Group, Inc., 
OfficeMax, Inc. and The Sports Authority, Inc. The pre¬ 
sent value of the lease obligations we have guaranteed is 
approximately $373. The possibility of Kmart having to 
honor our contingent obligations is dependent upon the 
future operating results of the former subsidiaries. 

The Sports Authority 

For its third quarter ended October 28, 2000, The 
Sports Authority (TSA) reported an increase in same store 
sales of 5.0% and operating income of $0.4, as compared 
to an operating loss of $14 for the third quarter of 1999. 
For the nine months ended October 28, 2000, TSA report¬ 
ed an increase in same store sales of 2.5% and operating 
income of $9, as compared to an operating loss of $11 for 
the same period in 1999. 

Kmart’s rights and obligations with respect to our 
guarantee of TSA leases are governed by a Lease Guaranty, 
Indemnification and Reimbursement Agreement dated as of 
November 23,1994, as may be amended from time to time. 

OfficeMax 

For its fiscal fourth quarter 2000 ended January 27, 
2001, OfficeMax reported a decrease in comparable store 
sales of 6.0% and an operating loss of $132, as compared 
to operating income of $42 for fourth quarter of 1999. 
For its year ended January 27, 2001, OfficeMax reported 
a decrease in comparable store sales of 1.0% and an 
operating loss of $194, as compared to operating income 
of $32 for fiscal 1999. 


During the fourth quarter, OfficeMax announced 
plans to close 50 stores and recorded a $110 pre-tax 
charge for store closings, lease dispositions and fixed asset 
impairments, along with an $8 pre-tax charge for inventory 
liquidations in the stores that are closing. In addition, on 
December 1, 2000, OfficeMax replaced its existing $400 
revolving credit facility with a new $700 revolving credit 
agreement. 

Kmart’s rights and obligations with respect to our 
guarantee of OfficeMax leases are governed by a Lease 
Guaranty, Indemnification and Reimbursement Agreement 
dated as of November 9, 1994, as may be amended from 
time to time. 

New Accounting Pronouncements 

In June 1998, the Financial Accounting Standards 
Board (FASB) issued Statement No. 133, “Accounting for 
Derivative Instruments and Hedging Activities” (SFAS 
133). The new standard requires all derivatives to be 
recorded on the balance sheet at fair value and establishes 
accounting treatment for various types of hedges. In July 
1999, the FASB issued Statement No. 137, “Accounting 
for Derivative Instruments and Hedging Activities - 
Deferral of the effective date of FASB Statement No. 133,” 
which postponed the effective date of SFAS 133 for one 
year. SFAS 133 will become effective for Kmart on 
February 1, 2001. Since we currently do not engage in 
these types of transactions, there will not be an impact to 
our financial statements upon the adoption of SFAS 133. 

Penske 

In November 1995, we sold our auto service center 
business to a new corporation controlled by Penske 
Corporation (“Penske”). In connection with the sale, 
Kmart and Penske entered into a multi-year master sub¬ 
lease agreement for the auto service center locations that 
are operated by Penske as Penske Auto Centers. 

To strengthen the auto center operation, Kmart and 
Penske entered into an agreement in January 2000 to 
restructure and recapitalize the Penske Auto Center busi¬ 
ness. As part of the recapitalization, we received a 22 per¬ 
cent interest in a limited liability company that now owns 
and operates the Penske Auto Centers. We account for our 
investment in Penske Auto Centers LLC under the equity 
method and we have recorded no initial investment. 

Other 

There are various claims, lawsuits and pending actions 
against Kmart incident to our operations. It is the opinion 
of management that the ultimate resolution of these 
matters will not have a material adverse effect on our 
liquidity, financial position or results of operations. 
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Management’s Responsibility 
for Financial Statements 


Report of 

Independent Accountants 


Management is responsible for the preparation of our 
consolidated financial statements and related information 
appearing in this annual report. These financial statements 
have been prepared in conformity with generally accepted 
accounting principles on a consistent basis applying 
certain estimates and judgments based upon currently 
available information and management’s view of current 
conditions and circumstances. On this basis, we believe 
that these financial statements reasonably present our 
financial position and results of operations. 

To fulfill our responsibility, we maintain comprehensive 
systems of internal controls designed to provide reasonable 
assurance that assets are safeguarded and transactions are 
executed in accordance with established procedures. The 
concept of reasonable assurance is based upon a recognition 
that the cost of the controls should not exceed the benefit 
derived. We believe our systems of internal controls provide 
this reasonable assurance. 

We have adopted a code of conduct to guide our 
management in the continued observance of high ethical 
standards of honesty, integrity, and fairness in the conduct 
of the business and in accordance with the law. 
Compliance with the guidelines and standards is periodi¬ 
cally reviewed and is acknowledged in writing by all man¬ 
agement associates. 

Our Board of Directors have an Audit Committee 
consisting solely of outside directors. The duties of the 
Committee include keeping informed of the financial 
condition of Kmart and reviewing our financial policies 
and procedures, our internal accounting controls, and the 
objectivity of our financial reporting. Both our indepen¬ 
dent accountants and the internal auditors have free access 
to the Audit Committee and meet with the Committee 
periodically, with and without management present. 



To the Shareholders and Board of Directors 
of Kmart Corporation 

In our opinion, the accompanying consolidated 
balance sheets and the related consolidated statements of 
operations, of shareholders’ equity and of cash flows 
present fairly, in all material respects, the financial position 
of Kmart Corporation and its subsidiaries at 
January 31, 2001 and January 26, 2000, and the results of 
their operations and their cash flows for each of the three 
years in the period ended January 31, 2001, in conformity 
with accounting principles generally accepted in the United 
States of America. These financial statements are the 
responsibility of the Company’s management; our respon¬ 
sibility is to express an opinion on these financial state¬ 
ments based on our audits. We conducted our audits of 
these statements in accordance with auditing standards 
generally accepted in the United States of America, which 
require that we plan and perform the audit to obtain rea¬ 
sonable assurance about whether the financial statements 
are free of material misstatement. An audit includes exam¬ 
ining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements, assessing the 
accounting principles used and significant estimates made 
by management, and evaluating the overall financial state¬ 
ment presentation. We believe that our audits provide a 
reasonable basis for our opinion. 



PricewaterhouseCoopers LLP 
Detroit, Michigan 
March 13, 2001 


Charles C. Conaway 
Chairman of the Board 
and Chief Executive Officer 


Martin E. Welch III 
Executive Vice President 
and Chief Financial Officer 
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Consolidated Statements of Operations 

(Dollars in millions, except per share data) 


Years Ended January 31, 2001, January 26, 2000 and January 27, 1999 

2000 

1999 


1998 

Sales 

$ 37,028 

$ 35,925 

$ 33,674 

Cost of sales, buying and occupancy 

29,658 

28,111 


26,319 

Gross margin 

7,370 

7,814 


7,355 

Selling, general and administrative expenses 

7,415 

6,514 


6,245 

Voluntary early retirement programs 

— 

— 


19 

Continuing income (loss) before interest, income taxes and dividends 





on convertible preferred securities of subsidiary trust 

(45) 

1,300 


1,091 

Interest expense, net 

287 

280 


293 

Income tax provision (benefit) 

Dividends on convertible preferred securities of subsidiary trust, 

(134) 

337 


230 

net of income taxes of $25, $27 and $27, respectively 

46 

50 


50 

Net income (loss) from continuing operations 

(244) 

633 


518 

Discontinued operations, net of income taxes of $(124) 

— 

(230) 


— 

Net income (loss) 

$ (244) 

$ 403 

$ 

518 

Basic earnings (loss) per common share 

Net income (loss) from continuing operations 

$ (0.48) 

$ 1.29 

$ 

1.05 

Discontinued operations 

— 

(0.47) 


— 

Net income (loss) 

$ (0.48) 

$ 0.82 

$ 

1.05 

Diluted earnings (loss) per common share 

Net income (loss) from continuing operations 

$ (0.48) 

$ 1.22 

$ 

1.01 

Discontinued operations 

— 

(0.41) 


— 

Net income (loss) 

$ (0.48) 

$ 0.81 

$ 

1.01 

Basic weighted average shares (millions) 

482.8 

491.7 


492.1 

Diluted weighted average shares (millions) 

482.8 

561.7 


564.9 


See accompanying Notes to Consolidated Financial Statements. 
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Consolidated Balance Sheets 

(Dollars in millions) 


As of January 31, 2001 and January 26, 2000 

2000 


1999 

Current Assets 

Cash and cash equivalents 

$ 401 

$ 

344 

Merchandise inventories 

6,412 


7,101 

Other current assets 

811 


715 

Total current assets 

7,624 


8,160 

Property and equipment, net 

6,557 


6,410 

Other assets and deferred charges 

449 


534 

Total Assets 

$ 14,630 

$15,104 

Current Liabilities 

Long-term debt due within one year 

$ 68 

$ 

66 

Trade accounts payable 

2,288 


2,204 

Accrued payroll and other liabilities 

1,256 


1,574 

Taxes other than income taxes 

187 


232 

Total current liabilities 

3,799 


4,076 

Long-term debt and notes payable 

2,084 


1,759 

Capital lease obligations 

943 


1,014 

Other long-term liabilities 

834 


965 

Company obligated mandatorily redeemable convertible preferred securities 
of a subsidiary trust holding solely 7-3/4% convertible junior subordinated 
debentures of Kmart (redemption value of $898 and $1,000, respectively) 

887 


986 

Common stock, $1 par value, 1,500,000,000 shares authorized; 

486,509,736 and 481,383,569 shares issued, respectively 

487 


481 

Capital in excess of par value 

1,578 


1,555 

Retained earnings 

4,018 


4,268 

Total Liabilities and Shareholders’ Equity 

$ 14,630 

$ 15,104 


See accompanying Notes to Consolidated Financial Statements. 
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Consolidated Statements of Cash Flows 

(Dollars in millions) 


Years Ended January 31, 2001, January 26, 2000 and January 27, 1999 


Cash Flows From Operating Activities 

Net income (loss) from continuing operations 
Adjustments to reconcile net income (loss) from continuing 
operations to net cash provided by operating activities: 
One-time charge for strategic actions 
Depreciation and amortization 
Equity loss in BlueLight.com 
Decrease (increase) in inventories 
Increase in trade accounts payable 
Increase in accounts receivable 
Deferred income taxes and taxes payable 
Decrease in other long-term liabilities 
Changes in other assets and liabilities 
Cash used for store closings and other charges 
Voluntary early retirement programs 
Net cash provided by continuing operations 
Net cash used for discontinued operations 

Net cash provided by operating activities 

Cash Flows From Investing Activities 
Capital expenditures 
Investment in BlueLight.com 
Acquisition of Caldor leases 
Proceeds from divestitures 

Decrease in property held for sale or financing and other 

Net cash used for investing activities 

Cash Flows From Financing Activities 
Proceeds from issuance of debt 
Issuance of common shares 
Purchase of convertible preferred securities 
Purchase of common shares 
Payments on debt 

Payments on capital lease obligations 

Net cash provided by (used for) financing activities 

Net change in cash and cash equivalents 

Cash and cash equivalents, beginning of year 

Cash and cash equivalents, end of year 


2000 

1999 

1998 

$ ( 244 ) 

$ 633 

$ 518 

728 



777 

770 

671 

64 

— 

— 

324 

(565) 

(169) 

84 

157 

124 

( 103 ) 

(62) 

(76) 

( 204 ) 

258 

308 

( 113 ) 

(116) 

(64) 

( 57 ) 

92 

60 

( 102 ) 

(80) 

(94) 

— 

— 

19 

1,154 

1,087 

1,297 

( 115 ) 

(83) 

(60) 


1,039 1,004 1,237 


( 1 , 087 ) 

(1,277) 

(981) 

( 55 ) 

— 

— 

— 

(86) 

— 

— 

— 

87 

— 

— 

99 

( 1 , 142 ) 

(1,363) 

(795) 

397 

297 


53 

63 

76 

( 84 ) 

— 

— 

( 55 ) 

(200) 

(30) 

( 73 ) 

(90) 

(188) 

( 78 ) 

(77) 

(88) 

160 

(7) 

(230) 

57 

(366) 

212 

344 

710 

498 

$ 401 

$ 344 

$ 710 


See accompanying Notes to Consolidated Financial Statements. 
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Consolidated Statements of Shareholders’ Equity 

(Dollars in millions) 



Common 

Stock 

Capital 

In Excess 
of Par 

Value 

Retained 

Earnings 

Accumulated 

Other 

Comprehensive 

Income 

Balance at January 28, 1998 

$489 

$1,605 

$ 3,363 

$ (23) 

Net income for the year 

— 

— 

518 

— 

Shares issued to employee benefit plans 

2 

(9) 

— 

— 

Repurchased shares 

(2) 

— 

— 

— 

Shares issued for stock option plans 

4 

73 

— 

— 

Additional minimum pension liability 

— 

— 

— 

(37) 

Other 

— 

(2) 

(2) 

— 

Balance at January 27, 1999 

493 

1,667 

3,879 

(60) 

Net income for the year 

— 

— 

403 

— 

Shares issued to employee benefit plans 

3 

40 

— 

— 

Repurchased shares 

(17) 

(174) 

— 

— 

Shares issued for stock option plans 

2 

18 

— 

— 

Reduction of minimum pension liability 

— 

— 

— 

47 

Other 

— 

4 

(1) 

— 

Balance at January 26, 2000 

481 

1,555 

4,281 

(13) 

Net loss for the year 

— 

— 

(244) 

— 

Shares issued to employee benefit plans 

11 

59 

— 

— 

Repurchased shares 

(5) 

(50) 

— 

— 

Discount on redemption of preferred securities 

— 

13 

(3) 

— 

Shares issued for stock option plans 

— 

1 

— 

— 

Other 

— 

— 

(3) 

— 

Balance at January 31, 2001 

$ 487 

$ 1,578 

$ 4,031 

$ ( 13 ) 


See accompanying Notes to Consolidated Financial Statements. 
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Notes to Consolidated Financial Statements 

(Dollars in millions, except per share data) 


1) Summary of Significant Accounting Policies 

Nature of Operations: Kmart Corporation together with 
its subsidiaries (“Kmart,” “We” or “Our”) operates discount 
department stores located in all 50 states, Puerto Rico, the 
U.S. Virgin Islands, and Guam. Kmart’s equity investments 
consist of our 60% interest in BlueLight.com, our 49% inter¬ 
est in substantially all of the Meldisco subsidiaries of 
Footstar, Inc. (“FTS”), which operate the footwear depart¬ 
ments in Kmart stores and our 22% interest in Penske Auto 
Centers LLC. 

Basis of Consolidation: The Consolidated Financial 
Statements include all majority-owned subsidiaries in which 
we exercise control. Investments in which we exercise sig¬ 
nificant influence, but which we do not control (generally 
20% to 50% ownership interest), are accounted for under 
the equity method of accounting. All material intercompany 
transactions and balances have been eliminated. 

Fiscal Year: Our fiscal year ends on the last Wednesday 
in January. Fiscal year 2000 consisted of 53 weeks and 
ended on January 31, 2001. Fiscal years 1999 and 1998 
each consisted of 52 weeks and ended on January 26, 2000 
and January 27, 1999, respectively. 

Cash: Cash and cash equivalents include all highly liquid 
investments with maturities of three months or less. Included 
are temporary investments of $71 and $50, at year end 2000 
and 1999, respectively. 

Merchandise Inventories: Inventories are stated at the 
lower of cost or market, primarily using the retail method. 
The last-in, first-out (LIFO) method, utilizing internal infla¬ 
tion indices, was used to determine the cost for $6,104, 
$6,690 and $6,148 of inventory as of fiscal year end 2000, 
1999 and 1998, respectively, inventories valued on LIFO 
were $194, $202 and $249 lower than amounts that would 
have been reported using the first in, first out (FIFO) method 
at fiscal year end 2000, 1999 and 1998, respectively. We 
recorded a LIFO credit of $8, $47 and $50 for the fiscal 
years ended 2000, 1999 and 1998, respectively. 

Property and Equipment: Property and equipment are 
recorded at cost, less any impairment losses. Capitalized 
amounts include expenditures which materially extend the 
useful lives of existing facilities and equipment. 
Expenditures for owned properties, which we intend to sell 
and lease back within one year, are included in other current 
assets, and those with expected transaction dates extending 
beyond one year are included in other assets and deferred 
charges. 

Capitalized Software Costs: Costs associated with the 
acquisition or development of software for internal use are 
capitalized and amortized using the straight-line method 
over the expected useful life of the software, which ranges 
from 3 to 7 years. 

Depreciation and Amortization: Depreciation and 
amortization, including amortization of property held under 
capital leases, are computed based upon the estimated useful 
lives of the respective assets using the straight-line method 
for financial statement purposes and accelerated methods for 
tax purposes. The general range of lives are 25 to 50 years 
for buildings, 5 to 25 years for leasehold improvements, 3 to 
17 years for furniture and fixtures and 3 to 5 years for com¬ 
puter systems and equipment. 


Financial Instruments: Cash and cash equivalents, trade 
accounts payable and accrued liabilities are reflected in our 
financial statements at cost, which approximates fair value. 
The fair value of our debt and other financial instruments are 
discussed in Notes 8 and 11. 

Derivative Instruments and Hedging Activities: In June 
1998, the Financial Accounting Standards Board (FASB) 
issued Statement No. 133, “Accounting for Derivative 
Instruments and Hedging Activities” (SFAS 133). The new 
standard requires all derivatives to be recorded on the bal¬ 
ance sheet at fair value and establishes accounting treatment 
for various types of hedges. In July 1999, the FASB issued 
Statement No. 137, “Accounting for Derivative Instruments 
and Hedging Activities - Deferral of the effective date FASB 
Statement No. 133,” which postponed the effective date of 
SFAS 133 for one year. SFAS 133 will become effective for 
Kmart on February 1, 2001. Since we currently do not 
engage in these types of transactions, there will not be an 
impact to our financial statements upon the adoption of 
SFAS 133. 

Revenue Recognition: We recognize revenue from the 
sale of merchandise at the time the merchandise is sold, net 
of anticipated returns. We defer the recognition of layaway 
sales and profit until the period the merchandise is delivered 
to the customer. Our deferred revenue is recorded in 
Accrued payroll and other liabilities in the consolidated 
balance sheets. In 1998, sales and profits were recognized at 
the time the customer put the merchandise into layaway, net 
of a reserve for anticipated returns. We recorded a one-time, 
non-cash after-tax earnings reduction of $7, or $0.01 per 
share, in the fourth quarter of 1999 to reflect the cumulative 
effect of the accounting change. 

Pre-Opening and Closing Costs: We expense pre-opening 
costs in the period in which they occur. Prior to fiscal 1999, 
costs associated with the opening of a new store were 
expensed during the first full month of operations. When the 
decision to close a retail unit is made, any future net lease 
obligation and non-recoverable investment in fixed assets 
directly related to discontinuance of operations are 
expensed. 

Advertising Costs: Advertising costs, net of co-op recov¬ 
eries from vendors, are expensed the first time the advertis¬ 
ing occurs and amounted to $508, $453 and $443 in 2000, 
1999 and 1998, respectively. These costs are included in 
SG&A in the consolidated statements of operations. 

Income Taxes: Deferred income taxes are provided for 
temporary differences between financial statement and taxable 
income. We accrue U.S. and foreign taxes payable on our 
pro rata share of the earnings of subsidiaries, except with 
respect to earnings that are intended to be permanently rein¬ 
vested, or are expected to be distributed free of additional tax 
by operation of relevant statutes currently in effect and by uti¬ 
lization of available tax credits and deductions. 

Use of Estimates: The preparation of financial state¬ 
ments in conformity with generally accepted accounting 
principles requires management to make estimates and 
assumptions that affect the reported amounts of assets and 
liabilities at the date of the financial statements and the 
reported amounts of revenues and expenses during the 
reporting period. Actual results could differ from those estimates. 
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Notes to Consolidated Financial Statements (cont.) 

(Dollars in millions, except per share data) 


Reclassifications : Certain reclassifications of prior year 
amounts have been made to conform to the 2000 presenta¬ 
tion. 

2) Implementation of Strategic Actions 

During the second quarter, we announced a series of 
strategic actions aimed at strengthening financial perfor¬ 
mance by achieving improvements in return on invested cap¬ 
ital. These actions included deciding to close certain Kmart 
and Kmart Supercenter stores, accelerating certain inventory 
reductions and redefining our information technology strat¬ 
egy. As a result of these initiatives, we recorded a pre-tax 
charge totaling $740. During the third quarter, this charge 
was reduced by $12 (pre-tax) due to revising the number of 
scheduled store closings from 72 to 69, thus reducing the 
reserve for closed stores from $300 to $288. 

The following table summarizes the significant compo¬ 
nents of the charge for strategic actions taken during the sec¬ 
ond quarter and presentation in the statements of operations 
for the 53 week period ended January 31, 2001: 


Cost of 
sales, 

buying and 



occupancy 

SG&A 

Total 

Store closings: 

Lease obligations and 
maintenance 

$ - 

$191 

$191 

Asset impairments 

— 

97 

97 

Inventory write-down 

75 

— 

75 

Inventory reduction 

290 

— 

290 

Information technology 

— 

60 

60 

Contractual employment 
obligations 

_ 

15 

15 

Total 

$365 

$363 

$728 


At January 31, 2001, the lease obligations and mainte¬ 
nance reserve was $177 and there were no contractual 
employment obligations remaining. 

3) Discontinued Operations and Dispositions 

Discontinued operations relate to Builders Square, Inc. 
(“Builders Square”). 

On June 11, 1999, Hechinger Company (“Hechinger”), 
which had previously acquired substantially all of the oper¬ 
ating assets of Builders Square, filed for Chapter 11 bank¬ 
ruptcy protection. In the second quarter of 1999, we recorded 
a non-cash charge of $354 ($230 after tax) which reflected 
our best estimate of the impact of Hechinger’s default on 
lease obligations for up to 117 former Builders Square loca¬ 
tions which are guaranteed by Kmart. The non-cash charge 
did not reflect an amount, if any, which we may ultimately 
recover on account of any claims previously filed by Kmart 
or an amount, if any, which may be sought by others against 
Kmart. 

During fiscal 2000, we had new lease agreements for 28 
locations leaving approximately 45 vacant locations to be 
remarketed. We continue our aggressive remarketing efforts 
for these vacant stores. 


4) Property and Equipment 

Year End 



2000 

1999 

Land 

$ 389 $ 

374 

Buildings 

1,064 

1,008 

Leasehold improvements 

2,644 

2,502 

Furniture and fixtures 

5,730 

5,509 

Construction in progress 

245 

123 


10,072 

9,516 

Property under capital leases 

1,870 

2,038 


11,942 

11,554 

Less: 

Accumulated depreciation 
and amortization 
Accumulated depreciation- 

(4,289) 

(3,977) 

capital leases 

(1,096) 

(1,167) 

Total 

$ 6,557 $ 

6,410 

The following table provides 

a breakdown of the number 

of stores leased compared to owned: 



Year End 


2000 

1999 

Number of U.S. Kmart Stores Owned 121 

120 

Number of U.S. Kmart Stores Leased 1,984 

5) Investments in Affiliated Retail Companies 

2,051 

Meldisco 



All Kmart footwear departments are operated under 
license agreements with the Meldisco subsidiaries of FTS, 
substantially all of which are 49% owned by Kmart and 
51% owned by FTS. Income earned under various agree¬ 
ments was $270, $245 and $225 in 2000, 1999 and 1998, 

respectively. We received dividends from Meldisco in 2000, 
1999 and 1998 of $44, $38 and $36, respectively. 


Fiscal Year 

Meldisco Information 

2000 1999 

1998 

Net sales 

$1,291 $1,212 

$1,139 

Gross profit 

592 544 

499 

Net income 

105 91 

78 

Inventory 

$ 118 $ 138 

$ 147 

Other current assets 

101 63 

22 

Total assets 

219 201 

169 

Current liabilities 

50 47 

29 

Net assets 

$ 169 $ 154 

$ 140 

Kmart’s share of Equity 

<N 

OO 

$ 68 


Unremitted earnings included in consolidated retained earnings were $51, 
$44 and $38 at year end 2000, 1999 and 1998, respectively. 


BlueLight.com 

In December 1999, BlueLight.com was formed as an 
independent e-commerce company, based in San Francisco, 
by a group of investors led by Kmart (59% ownership inter¬ 
est), SOFTBANK Venture Capital (18.5%), BlueLight.com 
management and employees (15%) and others, including 
Martha Stewart Living Omnimedia and Yahoo!. 


Kmart Corporation 2000 Annual Report 27 


Reproduced with permission of the copyright owner. Further reproduction prohibited without permission. 




































Notes to Consolidated Financial Statements (cont.) 

(Dollars in millions, except per share data) 


For its capital, BlueLight.com issued $62.5 of Series A 
Preferred shares for cash to SOFTBANK and other investors. 
We issued return of capital puts relating to the initial cash 
paid for the Series A Preferred stock. The puts are payable 
in cash, expire in December 2002, and are exercisable in the 
nine month period prior to expiration. We did not make an 
initial cash investment in BlueLight.com. 

We also issued 4.4 million warrants for Kmart common 
stock to SOFTBANK and other investors. The warrants 
have a strike price of $14.32, expire in December 2002, and 
are exercisable at any time prior to expiration provided that 
SOFTBANK has cancelled Kmart’s return of capital puts. 

In fiscal year 2000, BlueLight.com issued $80 of series B 
Preferred shares to Kmart and SOFTBANK. We increased 
our investment in BlueLight.com by $55 and our ownership 
interest to 60%. 

We account for our investment in BlueLight.com under 
the equity method, as we do not have the ability to exercise 
unilateral control. Our portion of BlueLight.com’s loss for 
fiscal year 2000 was $64. Our portion of BlueLight.com’s 
1999 loss was insignificant. 

6) Other Commitments and Contingencies 

We have outstanding guarantees for property leased by 
certain former subsidiaries as follows: 


Present Value Gross 

at 7% _ Lease 



2000 

2000 


1999 

The Sports Authority 

$ 201 

$ 341 

$ 

369 

Borders Group 

96 

163 


176 

OfficeMax 

76 

111 


141 

Total 

$ 373 

$ 615 

$ 

686 


The possibility of Kmart having to honor our contingent 
obligations is largely dependent upon the future operations 
of the former subsidiaries. Should a reserve be required, it 
would be recorded at the time the obligation was determined 
to be probable. 

Our rights and obligations with respect to our guarantee 
of TSA and OfficeMax leases are governed by Lease 
Guaranty, Indemnification and Reimbursement Agreements 
dated as of November 23, 1994 and November 9, 1994, 
respectively, as may be amended from time to time. 

Other 

As of January 31, 2001, we had guaranteed $103 of 
indebtedness of other parties related to certain of our leased 
properties financed by industrial revenue bonds. These 
agreements expire from 2004 through 2009. 

There are various claims, lawsuits and pending actions 
against Kmart incident to our operations. It is the opinion 
of management that the ultimate resolution of these matters 
will not have a material adverse effect on our liquidity, 
financial position or results of operations. 


7) Liabilities 

Accrued payroll and other liabilities and Other long¬ 
term liabilities included in the balance sheets consist of the 
following: 


Year End 




2000 

1999 

Current Long-Term 

Current 

Long-Term 

Closed store 





reserves 

$ 236 

$ 566 

$ 181 

$587 

Accrued payroll 





and related 

265 

— 

337 

— 

Deferred income 





taxes 

197 

— 

233 

— 

Income taxes 





payable 

73 

— 

249 

— 

Other liabilities 

485 

268 

574 

378 

Total 

$1,256 

$ 834 

$1,574 

$ 965 

8) Long-Term Debt and Notes Payable 


Fiscal Year 

Interest 

Year End 

Type 

Maturity 

Rates 

2000 

1999 

Debentures 2005-2023 7.8%-12.5% 

$ 1,567 

$ 1,166 

Medium-term 





notes 2000-2020 

7%-9% 

316 

371 

CMBS 

2002 

Floating 

269 

288 

Total 



2,152 

1,825 

Current portion 



(68) 

(66) 

Long-term debt 



$ 2,084 

$ 1,759 


On January 30, 2001, we sold in an underwritten offering 
$400 of 9.375% Notes due February 1, 2006 (“Notes”). 
Interest is payable semi-annually on February 1 and August 1. 
We expect to use the proceeds from the Notes for working 
capital and other general corporate purposes. 

The Commercial Mortgage Pass Through Certificates 
(“CMBS”) mortgage loan is subject to monthly payments of 
interest and principal, according to a schedule which amor¬ 
tizes the initial outstanding principal amount of $335 over 
approximately 15 years with a balloon payment of approxi¬ 
mately $253 on the scheduled maturity date in February 
2002. The CMBS weighted average interest rate is 1 month 
LIBOR plus 47 basis points. 

On December 8, 1999, we sold in an underwritten offer¬ 
ing $300 of 8 3/8% Notes due December 1, 2004 (“Notes”). 
Interest is payable semiannually on June 1 and December 1. 

At January 31, 2001, we have a $1.1 billion credit facility 
(“Credit Facility”) and a $465 credit facility (“364-day 
Facility”) due in December 2002 and 2001, respectively. The 
Credit Facility has pricing determined based on our interest 
coverage ratio which was a commitment fee of 30 basis 
points and interest rate of LIBOR plus 125 basis points at 
January 31, 2001. The 364-day Facility has a commitment 
fee of 20 basis points and interest rate of LIBOR plus 100 
basis points. 

On January 12, 2001, we renewed our agreement for a 
revolving line of credit of up to $41 with a consortium of 
minority-owned banks. The consortium is currently 
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(Dollars in millions, except per share data) 


comprised of 18 banks in 14 states, Puerto Rico and the 
District of Columbia, for a renewed commitment of $35. 
Additional minority-owned banks may join the consortium 
as desired, up to the $41 limit. This 364-day revolving credit 
facility has a commitment fee of 20 basis points and interest 
rate of LIBOR plus 100 basis points. 

The various facilities contain certain affirmative and neg¬ 
ative covenants customary to these types of agreements. We 
are in compliance with all such covenants. As of January 31, 
2001 and January 26, 2000, there were no outstanding 
amounts under any of these credit agreements. 

Based on the quoted market prices for the same or similar 
issues or on the current rates offered to Kmart for debt of the 
same remaining maturities, the fair value of long-term debt 
was approximately $2,016 and $1,752 at year end 2000 and 
1999, respectively. 

The principal maturities of long-term debt for the five 
years subsequent to 2000 are: 2001-$68; 2002-$336; 2003- 
$50; 2004-$327; 2005-$110 and 2006 and lateral,261. 
Cash paid for interest was $285, $262 and $278 in 2000, 
1999 and 1998, respectively. 

9) Leases 

We conduct operations primarily in leased facilities. 
Kmart store leases are generally for terms of 25 years with 
multiple five-year renewal options which allow us the option 
to extend the life of the lease up to 50 years beyond the initial 
noncancelable term. 

In certain Kmart leased facilities, selling space has been 
sublet to other retailers, including Olan Mills, Inc., Penske 
Auto Centers LLC, and the Meldisco subsidiaries of FTS. 


Minimum Lease Commitments 


As of January 31, 2001 

Capital 

Operating 

Fiscal Year: 





2001 

$ 

243 


$ 651 

2002 


234 


639 

2003 


225 


613 

2004 


209 


586 

2005 


188 


558 

Later years 


1,390 


6,435 

Total minimum lease payments 


2,489 


9,482 

Less-minimum sublease income 


— 


(2,482) 

Net minimum lease payments 


2,489 


$ 7,000 

Less: 




— 

Estimated executory costs 


(685) 



Amount representing interest 


JZ76) 





1,028 



Current 


(85) 



Long-term 

$_ 

943 



Rent Expense 2000 


1999 

1998 

Minimum rentals $ 

773 

$ 

784 

$ 711 

Percentage rentals 

46 


41 

40 

Less-sublease rentals (257) 


(253) 

(227) 

Total $ 

562 

$ 

572 

$ 524 


Penske 

In November 1995, we sold our auto service center busi¬ 
ness to a new corporation controlled by Penske Corporation 
(“Penske”). In connection with the sale, Kmart and Penske 
entered into a multi-year master sublease agreement for the 
auto service center locations that are operated by Penske as 
Penske Auto Centers. 

To strengthen the auto center operation, Kmart and 
Penske entered into an agreement in January 2000 to restruc¬ 
ture and recapitalize the Penske Auto Center business. 

10) Share Repurchase Programs 

On May 18, 1999, our Board of Directors approved a 
common stock repurchase program to acquire up to $1 billion 
of Kmart’s common shares over a period of up to three years. 
During fiscal 2000, we repurchased 5 million shares of our 
common stock at a cost of approximately $55. In February 
2000, we announced plans to extend our repurchase pro¬ 
gram to include up to $200 of our Preferred Securities. 

11) Convertible Preferred Securities 

In June 1996, a trust sponsored and wholly owned by 
Kmart issued 20,000,000 shares of trust convertible pre¬ 
ferred securities (“Preferred Securities”). The Preferred 
Securities accrue and pay cash distributions quarterly at a 
rate of 7-3/4% per annum. We have guaranteed, on a 
subordinated basis, distributions and other payments due on 
the Preferred Securities. 

The Preferred Securities are convertible at the option of 
the holder at any time at the rate of 3.3333 shares of Kmart 
common stock for each Preferred Security, and are mandato¬ 
ry redeemable upon the maturity of the Debentures on June 
15, 2016, or to the extent of any earlier redemption of any 
Debentures by Kmart and were callable beginning June 15, 
1999. 

During fiscal year 2000, we repurchased approximately 
2 million shares of convertible preferred securities at a cost 
of approximately $84. For purposes of computing earnings 
per share (“EPS”), the discount on the repurchase, net of tax, 
was added to net income to arrive at income available to 
common shareholders. 

Based on the quoted market prices, the fair value of the 
Preferred Securities was approximately $714 and $844 as of 
fiscal year end 2000 and 1999, respectively. 
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12) Income Taxes 

Income (Loss) Before 


Income Taxes 

2000 

1999 

1998 

U.S. 

$(369) 

$ 992 

$ 766 

Foreign 

37 

28 

32 

Total 

$(332) 

$1,020 

$ 798 

Income Tax 

Provision (Credit) 

2000 

1999 

1998 

Current: 

Federal 

$(149) 

$ 133 

$ 70 

State and local 

2 

17 

21 

Foreign 

14 

11 

12 


(133) 

161 

103 

Deferred: 

Federal 

(5) 

169 

124 

State 

4 

7 

3 

Total 

$(134) 

$ 337 

$ 230 

Effective Tax Rate 

Reconciliation 

2000 

1999 

1998 

Federal income tax rate 

(35.0%) 

35.0% 

35.0% 

State and local taxes, 

net of federal tax benefit 

1.1 

1.5 

1.9 

Tax credits 

(2.2) 

(0.7) 

(0.7) 

Equity in net income 

of affiliated companies 

(4.2) 

(1.2) 

(1.4) 

Adjustments to prior 

year accruals 

— 

— 

(6.0) 

Other 

(0.1) 

(1.6) 

— 


(40.4%) 

33.0% 

28.8% 

Deferred Tax 


Year End 

Assets and Liabilities 


2000 

1999 

Deferred tax assets: 

Federal benefit for 

state and foreign taxes 

$ 45 

$ 44 

Discontinued operations 


196 

239 

Accruals and other liabilities 

118 

176 

Capital leases 


81 

86 

Store closings 


90 

48 

Credit carryforwards 


172 

3 

Other 


23 

11 

Total deferred tax assets 


725 

607 

Deferred tax liabilities: 

Inventory 


402 

336 

Property and equipment 


412 

389 

Other 


32 

19 

Total deferred tax liabilities 

846 

744 

Net deferred tax liabilities 


$(121) 

$(137) 


We have available foreign tax credit carryforwards of 
approximately $43 which would expire in 2003 ($24) and 
2005 ($19), general business tax credit carryforwards of 
approximately $27 which would expire in 2020 and alterna¬ 
tive minimum tax credit carryforwards of approximately 
$102 which may be carried forward indefinitely. 


In 1998, the Internal Revenue Service completed its 
examination of Kmart’s federal income tax returns through 
1994. We believe that adequate tax accruals have been pro¬ 
vided for all years. 

Cash paid (received) for income taxes was $50, $59 and 
$(99) in 2000, 1999 and 1998, respectively. 


13) Earnings Per Share 



2000 

1999 

1998 

Continuing net income (loss) 

$ (244) 

$ 633 

$ 518 

Discount on redemption of 




Preferred Securities, net 

10 

— 

— 

Continuing net income (loss) 




available to common 




shareholders 

(234) 

633 

518 

Discontinued operations 

— 

(230) 

— 

Net income (loss) available 




to common shareholders 

$ (234) 

$ 403 

$ 518 

Preferred dividends 

$ - 

$_50 

$_50 


2000 

1999 

1998 

Basic weighted average shares 

482.8 

491.7 

492.1 

Dilutive effect of stock options 

— 

3.3 

6.1 

Convertible preferred securities 

— 

66.7 

66.7 

Diluted weighted average shares 

482.8 

561.7 

564.9 

Basic earnings (loss) per share: 




Continuing net income (loss) 




available to common 




shareholders 

$(0.48) 

$ 1.29 

$ 1.05 

Discontinued operations 

— 

(0.47) 

— 

Net income (loss) available 




to common shareholders 

$(0.48) 

$ 0.82 

$ 1.05 

Diluted earnings (loss) per share: 




Adjusted continuing net income 



(loss) available to 




common shareholders 

$(0.48) 

$ 1.22 

$ 1.01 

Discontinued operations 

— 

(0.41) 

— 

Adjusted net income (loss) 




available to common 




shareholders 

$(0.48) 

$ 0.81 

$ 1.01 


Dividends on the convertible preferred securities of 
$46, shares relating to the convertible preferred securities 
of 59.9 million and incremental shares relating to stock 
options of 0.3 million were not included in the calculation 
of diluted EPS for 2000 due to their anti-dilutive effect. 

14) Pension Plans and Other Post-Retirement Benefits 

In the second quarter of 1998, we announced a 
Voluntary Early Retirement Program for certain Kmart 
distribution center associates over 45 years of age with at 
least 10 years of service by May 31, 1998. Of the 1,050 
Kmart associates eligible for this program, 456 accepted the 
early retirement offer, and we recorded a charge of $19 
($13 after tax). Payouts under this program will be fully 
funded through existing pension plan assets. 

Prior to 1996, U.S. Kmart had defined benefit pension 
plans covering eligible associates who met certain requirements 
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Notes to Consolidated Financial Statements (cont.) 

(Dollars in millions, except per share data) 


of age, length of service, and hours worked per year. 
Effective January 31, 1996, the pension plans were frozen, 
and associates no longer earn additional benefits under the 
plans. 

The plans’ assets consist primarily of equity and fixed 
income securities. Contributions to the plans were not 
required for fiscal years 2000, 1999 and 1998. Total con¬ 
solidated pension income was $71, $68 and $63 in 2000, 
1999 and 1998, respectively. 

The following tables summarize the change in benefit 
obligation, change in plan assets, funded status, amounts 
recognized and actuarial assumptions for our employee 
pension plans. 




Year End 



2000 

1999 

Change in benefit obligation: 




Benefit obligation at beginning of year 

$ 1,944 

$ 2,208 

Interest costs 


142 

141 

Actuarial gain 


( 6 ) 

(300) 

Benefits paid including VERP 


(106) 

(105) 

Benefit obligation at end of year 


$ 1,974 

$ 1,944 

Change in plan assets: 




Fair value of plan assets at 




beginning of year 


$ 2,105 

$ 2,098 

Actual return on plan assets 


142 

145 

Benefits paid including VERP 
Fair value of plan assets at 


(106) 

(138) 

end of year 


$ 2,141 

$ 2,105 



Year 

End 



2000 

1999 

Funded status 


$ 167 

$ 161 

Unrecognized net gain 


(53) 

(110) 

Unrecognized transition asset 


(40) 

(48) 

Net prepaid benefit recognized in the 



statement of financial position 


$_74 

$ 3 

Weighted-average assumptions 




as of January 31 




Discount rate 


7.5% 

7.5% 

Expected return on plan assets 


10.0% 

10.0% 



Year End 



2000 

1999 

1998 

Components of Net Periodic 




Benefit (Income)/Expense 




Interest costs 

$142 

$141 

$139 

Expected return on plan assets 
Amortization of unrecognized 

(206) 

(202) 

(195) 

transition asset 

(7) 

(7) 

(7) 

Net periodic benefit 

$(71) 

$(68) 

$ (63) 


We have non-qualified plans for directors and officers 
which were partially funded as of years ended 2000 and 
1999. Benefits under the plans totaled $32 and $34 at the 
end of 2000 and 1999, respectively, which have been accrued 
in the accompanying balance sheets. Plan assets totaled $15 
and $13 as of year end 2000 and 1999, respectively. 


Full-time associates who have worked 10 years and who 
have retired after age 55, have the option of participation in 
Kmart’s medical plan until age 65. The plan is contributory, 
with retiree contributions adjusted annually. The accounting 
for the plan anticipates future cost-sharing changes that are 
consistent with our expressed intent to increase the retiree 
contribution rate annually. The accrued post-retirement 
benefit costs were $49 and $54 at the end of 2000 and 1999, 
respectively. 

15) Retirement Savings Plan 

The Retirement Savings Plan provides that associates of 
Kmart who have completed 1,000 hours of service within a 
twelve month period can invest from 1% to 16% of their 
earnings in their choice of various investments. For each 
dollar the participant contributes, up to 6% of earnings, we 
will contribute an additional 50 cents which is invested in the 
Employee Stock Ownership Plan. 

The Retirement Savings Plan also has a profit sharing 
feature whereby we make contributions based on profits, 
with minimum yearly contributions required of $30. Our 
total expense related to the Retirement Savings Plan was 
$73, $94 and $68 in 2000, 1999 and 1998, respectively. 

16) Stock Option Plans 

We use the intrinsic value method of accounting for our 
stock option and restricted stock plans. Since stock options 
were granted at exercise prices equal to the stock price on the 
grant date, no compensation cost has been recognized for 
stock options granted under our stock based compensation 
plans. 

Had the compensation cost for our stock based compen¬ 
sation plans been determined based on the fair value at the 
grant dates consistent with the method of FAS 123, net earn¬ 
ings would have been the pro forma amounts shown below. 


Pro Forma Income 

2000 

1999 

1998 

Net income (loss) - as reported 

$(244) 

$ 403 

$ 518 

EPS - as reported 

(0.48) 

0.81 

1.01 

Net income (loss) - pro forma 

(279) 

376 

496 

EPS - pro forma 

(0.56) 

0.76 

0.97 


To determine these amounts, the fair value of each stock 
option has been estimated on the date of the grant using a 
Black-Scholes option-pricing model with a dividend yield of 
0%. Options generally vest over 3 years on a straight-line 
basis with a term of 10 years. 



2000 

1999 

1998 

Expected volatility 

.4672 

.4506 

.4230 

Risk-free interest rates 

6.43 

4.93 

5.32 

Expected life in years 
Weighted-average fair 

5 

5 

5 

value per share 

$3.90 

$7.90 

$7.11 
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Notes to Consolidated Financial Statements (cont.) 

(Dollars in millions, except per share data) 


Stock Option Plans (OOP's) Shares Option Price 

January 27, 1999: 


Outstanding 

24,622 

$ 

7.00- 

- $26.03 

Granted 

6,376 

$ 

9.78 - 

• $17.56 

Exercised 

(1,723) 

$ 

7.81 - 

- $16.28 

Forfeited 

(1,382) 

$ 

7.81 - 

- $26.03 

January 26, 2000: 





Outstanding 

27,893 

$ 

7.00 - 

- $26.03 

Granted 

22,026 

$ 

5.34 

-$ 9.59 

Exercised 

(103) 

$ 

7.81 - 

■$ 7.81 

Forfeited 

(3,561) 

$ 

6.84 

■ $26.03 

January 31, 2001: 





Outstanding 

46,255 

$ 

5.34 

- $26.03 

Exercisable 

26,504 

$ 

6.84 - 

■ $26.03 

Available for grant 

38,243 





The following table summarizes information about stock 
options outstanding as of January 31, 2001. 


Options Outstanding 

Options Exercisable 

Number Weighted 

Range of of Shares Average Weighted 

Exercise Outstanding Remaining Average 

Price (000’s) Life Price 

Number 
of Shares 
Exercisable 
(000’s) 

Weighted 

Average 

Exercise 

Price 

$ 5.34 to $10.00 24,477 

8.2 

$ 7.85 

8,371 

$ 8.34 

$10.01 to $15.00 11,483 

5.1 

$12.31 

11,351 

$12.29 

$15.01 to $26.03 10,295 

6.6 

$17.00 

6,782 

$16.93 

$ 5.34 to $26.03 46,255 

7.1 

$10.99 

26,504 

$12.23 

17) Quarterly Financial Information (Unaudited) 


Earnings per share amounts for 

each quarter are 

required to be computed independently and may not equal 

the amount computed for the total year. 



2000 

First 

Second 

Third 

Fourth 

Sales 

$8,195 

$8,998 

$8,199 

$11,636 

Cost of sales 

6,494 

7,518 

6,518 

9,128 

Net income (loss) 

$ 22 

$ (448) 

$ (67) 

$ 249 

Basic earnings (loss) 





per share: 





Net income (loss) 

$ 0.06 

$(0.93) 

$(0.14) 

$ 0.51 

Diluted earnings (loss) 





per share: 





Net income (loss) 

$ 0.06 

$(0.93) 

$(0.14) 

$ 0.48 

Common stock price 





High 

$10.06 

$ 8.63 

$ 7.50 

$ 8.75 

Low 

7.94 

6.75 

5.75 

5.06 


1999 

First 

Second 

Third 

Fourth 

Sales 

$8,078 

$8,780 

$7,962 

$11,105 

Cost of sales 

6,370 

6,854 

6,248 


8,639 

Continuing net income 

$ 56 

$ 138 

$ 27 

$ 

412 

Discontinued operations 

— 

(230) 

— 


— 

Net income (loss) 

$ 56 

$ (92) 

$ 27 

$ 

412 

Basic earnings (loss) 
per share: 

Continuing net income 

$ 0.11 

$ 0.28 

$ 0.05 

$ 

0.85 

Discontinued operations 

— 

(0.47) 

— 


— 

Net income (loss) 

$ 0.11 

$(0.19) 

$ 0.05 

$ 

0.85 

Diluted earnings (loss) 
per share: 

Continuing net income 

$ 0.11 

$ 0.26 

$ 0.05 

$ 

0.77 

Discontinued operations 

— 

(0.41) 

— 


— 

Net income (loss) 

$ 0.11 

$(0.15) 

$ 0.05 

$ 

0.77 

Common stock price 

High 

$17.88 

$17.63 

$14.94 

$ 

12.25 

Low 

16.07 

14.88 

9.38 


9.00 
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Corporate Information 


Corporate Address 

Kmart Corporation Resource Center 
3100 West Big Beaver Road 
Troy, Ml 48084-3163 
(248) 463-1000 

A copy of the Company’s 2000 Form 10-K 
annual report to the Securities and Exchange 
Commission will be furnished without charge 
to any shareholder upon written request. 

All written requests should be directed to: 

Kmart Corporation 
Investor Relations Department 
3100 West Big Beaver Road 
Troy, Ml 48084-3163 
(248) 463-1040 

E-mail requests can be sent to 
lnvestorRelations(§Kmart.com. 

The annual report is also available 
online at www.bluelight.com in the 
“About Kmart” section. 


Kmart Stock Direct 
A Direct Stock Purchase Plan 

Kmart Stock Direct is a low-cost way 
to buy Kmart common stock. Simply 
call 1-800-947-8019 to enroll. 

Kmart Stock Direct is administered by 
EquiServe L.P., the service agent for 
Kmart Common Stock. 

Stock Exchanges 

Kmart common stock is listed on 
the New York, Pacific and Chicago 
Stock Exchanges. 

Trading symbol: KM 

Transfer Agent and Registrar 
Common Stock 

Fleet National Bank 

do EquiServe Limited Partnership 

PO. Box 43016 

Providence, Rl 02940-3016 

1-800-336-6981 

http://www.equiserve.com 


Cautionary Statement Regarding 
Forward-looking Information 

Statements, other than those based on historical 
facts, which address activities, events, or develop¬ 
ments that Kmart expects or anticipates may occur 
in the future are forward-looking statements 
which are based upon a number of assumptions 
concerning future conditions that may ultimately 
prove to be inaccurate. Actual events and results 
may materially differ from anticipated results 
described in such statements. Kmart’s ability to 
achieve such results is subject to certain risks 
and uncertainties, including, but not limited to, 
economic and weather conditions which affect 
buying patterns of Kmart’s customers, changes in 
consumer spending and Kmart’s ability to anticipate 
buying patterns and implement appropriate inven¬ 
tory strategies, continued availability of capital and 
financing, competitive factors, and other factors 
affecting business beyond Kmart’s control. 
Consequently, all of the forward-loo king statements 
are qualified by these cautionary statements and 
there can be no assurance that the results or 
developments anticipated by Kmart will be realized 
or that they will have the expected effects on Kmart 
or its business or operations. 
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